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Anticipating Risk
Jon M. Garon*
This article is part of a series of book excerpts from The Entrepreneur’s Intellectual Property &
Business Handbook, which provides the business, strategy, and legal reference guide for start-ups and
small businesses.

1.

Assessing the Reasonable Range of Risks and Rewards.

Professor William Sahlman suggests that every business plan requires “[a]n assessment of
everything that can go wrong and right, and a discussion of how the entrepreneurial team can respond.
. . . Risk is understood, and the team has considered ways to mitigate the impact of difficult events.” 1
Financing documents absolutely require this type of disclosure to inform potential investors, with
strong language, of all the significant risks involved.
Professor Sahlman’s suggestion reinforces the earlier discussion that context and external factors
should be fully disclosed when they might potentially undermine the strength of the business plan. A
plan that does not provide a meaningful context, or that paints only the most optimistic picture, will
not convince its sophisticated readers of the entrepreneur’s candor or ability.
This section also creates an opportunity to address the extent to which the risks have been
mitigated through the entrepreneur’s careful planning. For example, in the Riders business plan
provided in Appendix F, the section, “Key Risks and Risk Mitigation Strategy” identifies the business’s
reliance on the celebrity, whose publicity rights are licensed, and the company which holds the crosslicensing trademark agreement. Acknowledging this risk does more than state the obvious; it helps the
business seek ways to mitigate the risk through insurance, indemnification, and noncompetition
provisions. Identifying risk factors can transform them into an opportunity to show how the risks are
being effectively minimized to the greatest extent possible and calculated into the financial
assumptions when the risk cannot be avoided.

2.

Financial Information and Analysis—Avoiding Under-Funding and Reporting
Cash Flow.

One of the more common causes of small business failure is the under-funding of the enterprise.
Under-funding can take a variety of forms. A few of the more common are:
•

Companies can fail to anticipate the start-up overhead expenses and run out of money
before the minimum equipment for manufacturing is purchased or leased.

•

Companies can underestimate operating expenses such as payroll and have insufficient
operating funds to continue.
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•

Companies can fail to incorporate reasonable and unavoidable risks, such as overtime
costs, shoplifting, damaged goods and returns, late payments and non-payments
(“shrinkage”), and excess stock.

•

Companies can fail to pay the entrepreneur a reasonable salary, so that the success of the
business requires the financial failure of its owner.

•

Companies can fail to plan for the schedule of payments and the cash flow of the business.

Of the many under-funding problems, the timing of payment is perhaps the most painfully ironic
cause of business failure. If a manufacturer makes a $500.00 item and sells it on a thirty-day net sales
agreement, that manufacturer should receive funds within thirty days of delivery. There are two
additional delays in the system. The first is the time between the receipt of the order and the time of
delivery. The second is payment delay. Many customers will take closer to sixty days to pay, and some
will take even longer than ninety days. As business expands, the manufacturer needs to purchase parts
and materials. If the business is too successful, the cost of purchasing equipment and materials (plus
meeting payroll and paying rent) might exceed the revenue actually coming in the mail each month.
Although the company would be profitable at the end of the year, it will run out of operating cash
because its costs to meet growing demand exceed the payment from the previous sales.
Cash flow management is critical to protect a company from these kinds of risks. There are also
loans and other financial products available to help companies manage their cash flow problems, but
the companies cannot use these tools unless they are carefully tracking their cash flow. Cash flow
accounting provides very straightforward payments and expenses based on the hard costs of doing
business.

3.

Describing the Financial Picture—Accounting Methods and Income
Statements.

Income statements or profit and loss statements provide another version of this information on
both a month-by-month and annual view of the costs of operating a business. For a small, start-up
business, these two forms may reflect very similar data. For more sophisticated companies, categories
such as depreciation must be shown as a cost in the profit and loss statement, but it is not a cash
payment to be shown in the cash flow accounting. The cash flow statement and the income statement
will also vary more significantly if the enterprise uses an accrual basis for its accounting rather than a
cash basis.
The cash basis of accounting requires the enterprise to record income only when cash is received
from customers and to record expenses only when the item has been paid for. It is the method used
to balance a personal checkbook. As a business grows, however, it does not provide information about
the orders booked, the obligations incurred, or other significant financial events on the horizon. As a
result, businesses generally use accrual accounting to better reflect the true assets and liabilities of the
ongoing enterprise.
The accrual basis of accounting requires the business to record the income at the time a sale is
consummated through delivery of the product or service. The payment for the sale may be due thirty
days later, but since it is earned when the sale is completed, that future payment is an asset of the
business and is reflected on the income statement and balance sheet. Similarly, an expense is
recognized at the time the obligation to pay the expense occurs, regardless of whether it is paid
immediately or is merely a future obligation.

The accrual basis of accounting has the effect of recognizing both revenue and expenses before
they are paid. This means that the timing of cash receipts is different than the timing on the income
statement. It captures the accounts receivable and the accounts payable, which are significant
indicators of the health of an enterprise. In addition, a good deal of attention will be focused on any
difference between the accounts receivable and the “write-offs” for bad debt. If a start-up business is
having difficulty collecting the payments for sales of products or services, there is a strong indicator
that the company is not performing as well as the other financial indicators suggest. The entrepreneur
must watch this aspect of the financial performance extremely closely and adjust the business to take
this risk into account.

4.

Describing the Financial Picture—Balance Sheets and Other Measures.

The balance sheet provides a snapshot of the company at a moment in time, highlighting the value
of its assets and liabilities. The assets summarize all the items of value owned by the company, while
the liabilities illustrate the debts or financial obligations of the company. These show the “worth” of
the company at this moment in time.
The most important axiom of the balance sheet is that “a balance sheet must balance.” The balance
sheet allows every aspect of the business to be calculated as an asset (something of value held by the
company), a liability (an obligation to be paid by the company) and equity (the value of the company
held by the owners). The balance of these three measures is reflected on the balance sheet as follows:
Assets = Liabilities + Owner’s Equity
The assets are the resources the company has to operate. Liabilities, such as business loans, are
essential resources for a company. The corollary of the balance sheet math formula allows the owners
to measure the worth of their holdings:
Owner’s Equity = Assets - Liabilities
Mathematically, the two formulas represent the same information. But this variation on the
formula allows the entrepreneur to understand when the ownership is worth less than the liability and
when the company has provided a return to the investors.
Accounting practices, however, make the balance sheet somewhat misleading, particularly if the
company has created valuable intellectual property. Patents, trademarks, copyrights, and other assets
of intellectual property and goodwill do not appear on the balance sheet. Nor do the value of
commitments by key personnel to stay with the enterprise. Nonetheless, the balance sheet is a
necessary and helpful aspect of financial planning which lenders, investors, and management must use
to assess the success and positioning of the company.
Microsoft has a number of templates for use with its products that have been created in
conjunction with SCORE (Service Corps of Retired Executives), available at
https://templates.office.com/. These provide an excellent set of instructions and information on how
to use the various forms.
Other financial projections, including sales projections, revenue forecasts, and similar tools may
be helpful in a variety of cases, but the precise tools will depend on the specifics of the products or
services offered.
A statement of the equity ownership of the enterprise is also helpful to show the anticipated final
ownership of the company. If the ownership changes as a result of different contingencies, then a
chart showing these contingencies is useful.

5.

Another Approach: The Bell-Mason Development Framework.2

Another summary approach is provided by the Bell-Mason Development Framework. Created by
the Bell-Mason Group, a consulting firm providing corporate strategy and consultation, the approach
focuses on innovation and “venturing” for the larger traditional company. Part of their work focuses
on the “innovation from within” strategy best exemplified by IBM in 1981 when it allowed a small
distinct team to work outside the corporate framework to create the personal computer. In doing so,
IBM avoided the collapse that most of the large computer companies of the era suffered when the
personal computer revolutionized the computing business model.
The Bell-Mason Development Framework provides a four-step process and twelve-point matrix
for corporate analysis of a company’s development strategy. A variation of that plan can easily be
adapted to the exclusivity and relevance method by focusing on the twelve points of the key measures
in the fourth step of corporate readiness. This chart of attributes (below) captures the twelve attributes
of the Framework.

The first row of attributes emphasizes the importance of exclusivity and relevance, the second
focuses on the ability to deliver that promise through production capability, the third group of
attributes assesses the competency of the entrepreneur’s team and the fit of goals between the
entrepreneur and the investors, while the final row emphasizes the financial ability of the venture and
the need to have sufficient resources to operate.
Only when a venture has all four aspects of its operations working effectively can a start-up
company succeed. The preparation of the business plan should be far more than merely a financing
document. It should provide a process of assessment for each of the four aspects of the development
framework.

See HEIDI MASON & TIM ROHNER, THE VENTURE IMPERATIVE: A NEW MODEL FOR
CORPORATE INNOVATION 92, 96–98 (2002).
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